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M ’edicaid has become Massachusetts’ preeminent budget
buster. The largest single program in the budget, it will most

.likely account for 20 percent of total state expenditures in
FY1991 and be the most important source of spending increases between
FY1991 and FY1995. According to Massachusetts Senate Ways and
Means Committee projections, after soaring over 30 percent from
FY1990 to FY1991, the state’s Medicaid expenditures will continue to
grow over twice as fast as projected revenues through FY1995.~

But Massachusetts is not alone. Medicaid is producing budgetary
headaches all across the country. As in the Commonwealth, Medicaid is
the largest individual program in many state budgets, and, as in the
Commonwealth, represents a growing share of total expenditures. In
the country as a whole, Medicaid vendor payments have grown from 14
percent of direct general expenditures in FY1975 to 18 percent in FY1989.
Nevertheless, the state and local government share of national health
care spending has declined since 1975. Apparently, the states are being
swept along on a swelling tide of national health care spending that has
risen almost 40 percent faster than GNP over the last 25 years. Just 6
percent of total output in 1965, total health care expenditures now
account for more than 11 percent of GNP, a considerably larger fraction
than in any other industrialized country.

This article will begin by reviewing why governments have a role in
providing health care for their citizens. Because the forces driving
Medicaid spending nationally affect individual states, the next sections
will explain why the Medicaid program has become a substantial burden
for Massachusetts and other state governments and why that burden is
likely to increase. The article will then examine why Massachusetts’
Medicaid expenditures are well above average and will outline some
choices that policymakers may be forced to consider in the immediate
future.



As the state with the third highest per capita
personal income, Massachusetts has developed an
exceptionally comprehensive Medicaid program. For
this reason, Massachusetts’ policymakers have the
option--disruptive though this choice might be--of
rescinding or reducing existing benefits. At one ex-
treme, eliminating all benefits permitted but not
required by the federal government would ostensibly
reduce state government spending on Medicaid by as
much as two-thirds. The cost--financial, medical and
emotional--of these public sector savings would fall
primarily on elderly and disabled individuals whose
assets had been depleted by uninsured medical and
long-term care expenses. However, some of these
public sector savings would undoubtedly resurface
either within Medicaid itself or in other programs that
are fully state-funded. (Half of Massachusetts’ Med-
icaid expenditures are reimbursed with federal
matching funds.) Some of these public sector savings
would also resurface as additional uncompensated
care that would, in turn, lead to increased charges to
private patients and to higher insurance premiums.
In other words, individuals will pay for health care
for the indigent either through higher tax bills or
through higher medical and insurance bills.

If the state’s policymakers determine that a major
restructuring of the Medicaid program is unwise,
they have limited room to maneuver. A remaining
option involves promoting best-practice delivery and
reimbursement systems to minimize unneeded care
and increase efficiency. However, because Medicaid
operates as part of state and national health care
systems, it cannot be reformed in isolation. Achiev-
ing ongoing savings within Medicaid requires con-
trolling costs throughout the health care system.

I. Why Government Has a Role in Health
Care Finance

Governments generally play an important role in
the provision of health care. Indeed, in most devel-
oped countries the government’s role is much larger
than it is here in the United States. Among the major
developed countries public financing accounted for
77 percent of all medical care expenditures in 1987. In
the United States the comparable figure was 41 per-
cent.

Most basically, governments have an interest in
the health of their citizens--just as they do in the
education of their citizens--because a healthy popu-

lation represents a more productive work force. In-
creased productivity and other benefits of good
health spill over from one individual to other mem-
bers of society withont (full) compensation. Altruism,
or avoiding the cost of altruism, offers another motive
for government involvement with health care. Most
high-income societies do not allow sick people to
languish unattended; thus, governments either be-
come the provider of last resort (or, over time, first
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resort) or they force/encourage people to save against
the risk of ill health.

The sizable uncertainties surrounding an indi-
vidual’s need for health care have led industrialized
societies to pool their risks by developing health
insurance. Pooling risks allows a society to econo-
mize on tl~e savings required by the risk of ill health,
compared with the amounts that would be required if
each individual were to self-insure. However, be-
cause individuals left to their own devices tend to
underestimate how much medical care they will need
or what it will cost at that time, they also tend to
underinsure (Summers 1989). In addition, insurance
providers know less than the insured about the
likelihood of their needing health care. If adverse
selection occurs, with only the riskiest individuals
choosing to insure themselves, then these insurance
policies become very expensive, and private markets
may remain underdeveloped. For all of these rea-
sons, government mandate or subsidization of pri-
vate health insurance represents one model of gov-
ernment involvement with health care. The United
States follows this tradition with much of its social
insurance provided through the workplace in the
forn~ of mandatory programs (Medicare, Part A) or
subsidized fringe benefits (health insurance). Accord-
ingly, obtaining medical insurance and medical care
becomes a serious problem for the unemployed or
self-employed.

Because of the link between health insurance and
the workplace found in this country, the government
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pays directly for medical care for poor people who
cannot reasonably be expected to work. This group
includes children and their caretakers, the elderly
and the disabled. Medicaid is the means-tested pro-
gram providing this care.

When governments lift most of the cost of ill
health from individuals--either through government
payment or private insurance--much unneeded
medical care may result. If patients bear no cost, they
will demand any medical service that yields even a
small benefit. If providers get paid in full for any and
all services rendered, they are likely to recommend
every procedure that might prove helpful to the
smallest degree. Medical ethics, professional pride,
and malpractice suits reinforce this outcome. Under
these circumstances, then, the social costs of medical
care are likely to outstrip individual benefits by
substantial amounts--especially given the technolog-
ical intensity of today’s medicine.

Whether governments pay for medical care di-
rectly (as in the United Kingdom and Canada) or
indirectly through subsidized health insurance (as in
the United States, at least in part), they are currently
under pressure to curb waste and rising health care
costs. Government options include: 1) asking con-
sumers to share the costs through deductibles and
co-payments; 2) forcing providers to share the risks,
as in prepaid HMO programs; 3) rationing health
care, as in the application of cost/benefit analysis.

Since cost/benefit spillovers and market failures
appear to justify some role for government in provid-
ing health care, the question becomes, which level of
government is most appropriate to the task? Accord-
ing to some observers, the scope of the spillovers, the
generality of the market failures, and issues of equity
suggest that the responsibility for setting health care
policy belongs with the national government rather
than at the state level. Although regional differences
in the need for medical facilities or in the cost of
health care services clearly exist, a national program
should be able to account for such variations. A series
of congressiona! mandates expanding Medicaid cov-
erage for poor children and, to a lesser extent, the
elderly suggest that national policymakers see a
growing need for the federal government to define
minimum public sector responsibilities for health
care.

On the other hand, advantages to be gained by
locating responsibility for health care (like education)
at the state (or local) level include allowing for:
1) variations in the desired amount of public support;
2) differences in regional views concerning ethical

issues (abortion, the right-to-die and so forth); and
3) experiments in administering the health care sys-
tem. With most societies groping to find some means
of controlling spiraling medical costs, state initiatives
in developing alternative delivery and reimburse-
ment systems serve a useful purpose.

II. Medicaid: The Program

Medicaid is a jointly funded federal/state pro-
gram that provides health care to specific categories
of poor people. It became law in 1965 as part of the
Social Security Act. The federal share varies inversely
with state per capita income and in 1989 ranged from
50 to 80 percent. (In Massachusetts, the state-federal
split is 50/50.) Within federal guidelines, each state
administers its own program and has considerable
discretion in determining eligibility criteria, the
amount and scope of the services provided, and the
rates and methods of reimbursement. Accordingly,
Medicaid coverage of the indigent population and
expenditures per recipient vary considerably from
state to state.

Eligibility

The original federal guidelines required states to
provide Medicaid coverage to poor children and their
mothers (recipients of Aid to Families with Depen-
dent Children, AFDC) and to poor aged, blind and
disabled individuals (now generally recipients of
Supplemental Security Income, SSI). These groups
are known as "categorically needy." Gradually, fed-
eral requirements have extended Medicaid coverage
to related groups. Most recently, for example, the
new federal budget package requires a gradual exten-
sion of Medicaid coverage to all children under 19 in
families with incomes below the federal poverty
level.2 In addition, the states may choose to provide
Medicaid coverage, with federal support, to others
who are part of the same "categorically needy"
groups but who have somewhat higher incomes.3

The states also have the option of providing
Medicaid coverage to "medically needy" people. Un-
der this option, individuals may "spend down" to
meet Medicaid eligibility criteria. They "spend
down" by incurring medical or remedial care ex-
penses that reduce their remaining income and liquid
assets to a level below that allowed by their state’s
program.

As a result of these federal guidelines, childless
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adults (under age 65) who are not disabled are not
eligible for Medicaid no matter how low their income
or how high their medical expenses. In addition,
because states can and do set their eligibility require-
ments below the federal poverty level, many poor
families do not qualify for Medicaid. In 1989, Medic-
aid coverage of the categorically needy (generally
AFDC and SSI recipients) amounted to just over half
of the poverty-level population. Including people
impoverished by medical expenses and covered by
current medically needy programs (in the numerator
but not in the denominator) brings the share to 68
percent. (See Table 2 below.)

Among the 17 states examined in this study,4 the

Because states can and do set
their eligibility requirements

below the federal poverty level,
many poor families do not qualify

for Medicaid.

share of the state’s poverty population covered by its
categorically needy program ranged from 85 percent
in Vermont to 35 percent in North Carolina. Nation-
ally, the span is even wider. As a result of these
differences, some high-income states with relatively
broad Medicaid coverage receive more in federal
matching funds for their state Medicaid program than
their residents contribute, through federal tax pay-
ments, to federal support for Medicaid; in other
words, the variation in state programs results in a
transfer of funds from some comparatively poor to
some wealthy states. Massachusetts is one of the
high-income states with a net inflow of Medicaid
funds.

Dual Focus

By default, not by design, Medicaid has devel-
oped a split personality. It provides--as intended--
acute/preventive care to specific categories of the
vulnerable poor. It has also become the nation’s
primary long-term care program for people who fit
the Medicaid categories, some of whom become
impoverished by paying privately for long-term (gen-

erally nursing home) care. Although not its original
focus, long-term care has grown as a share of Med-
icaid expenditures and in 1989 accounted for over 40
percent of Medicaid payments--made on behalf of
less than 7 percent of the recipients. While most
long-term care recipients are elderly, the mentally
retarded represent another important and very ex-
pensive group. In 1989 residents of institutions for
the mentally retarded accounted for less than 1 per-
cent of all Medicaid recipients but for 12 percent of
Medicaid payments.

Medicaid became the nation’s primary, long-term
care program because Medicare, the nationwide
health insurance program for the aged and certain
disabled, provides very limited coverage for long-
term care. Legislators have feared that including
long-term care coverage within Medicare would over-
burden the already strained resources of the Medi-
care program. Accordingly, while Medicare paid 2
percent of nursing home care in 1988, Medicaid paid
44 percent.5

The complexions of the two programs differ
significantly. Medicare is a social insurance program
to which people contribute while they are working
and from which they are entitled to draw earned
benefits as the need arises. By contrast, Medicaid is
stigmatized as a welfare program for the not-always-
deserving poor. It can be painful, thus, for the
middle-class elderly to be faced with huge nursing
home costs, often exceeding $30,000 a year, and then
be forced to turn to Medicaid, after exhausting the
accumulated assets of a lifetime.

IlL National Trends: Why Medicaid Is a
Growing Problem for State Governments

According to a widely held view, Medicaid
spending is largely driven by changing demographics
and a growing need for long-term care for the aged.
The elderly account for a growing share of the pop-
ulation, the argument goes. And the elderly are very
expensive Medicaid recipients, in part because they
are important consumers of long-term care. Because
Medicaid is the provider of last resort for long-term
care, a large share of this burden falls to the states.

De~nographics

The pieces of this argument are all valid, but the
conclusion is not. The elderly do indeed represent a
growing share of the population. And the share of
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the oldest old (individuals 85 and over, and the group
most likely to need long-term care) is rising even
faster. In the last 25 years, the U.S. population grew
by about one-third, the elderly populafion nearly
doubled and the oldest old tripled. These trends are
projected to continue. The oldest old accounted for 1
percent of the population in 1980; they are expected
to account for almost 2 percent in the year 2000 and
for 5 percent by 2050. Recent research indicates that
one out of four people who reach their eighties is
likely to develop Alzheimer’s disease or some other
form of dementia. Victims of dementia often become
unable to care for their physical needs and eventually
need round-the-clock supervision.

As the popular view maintains, the elderly are
also relatively expensive Medicaid beneficiaries.
Medicaid payments per aged recipient equaled $5,900
in 1989 compared to $2,300 for the average recipient,
in large part because of the elderly’s need for nursing

home care. Although much elder care is provided
informally on an unpaid basis and although private
individuals pay out-of-pocket for half of all nursing
home care, Medicaid provides 90 percent of the
long-term care financed by government. Accord-
ingly, while state (and local) governments accounted
for 10 percent of all personal health care expendi-
tures, they paid for 20 percent of nursing home care
in FY1988. In other words, the growing need for
nursing home care places a disproportionate burden
on the states.

Nevertheless, from 1975 to 1989 the rapid aging
of the population was not the driving force behind
Medicaid’s expansion, and the growing need for
long-term care contributed only modestly. As Table 1
shows, the aged actually declined as a share of all
recipients between 1975 and 1989, and payments to
the aged fell as .a share of total payments over this
period. While payments for nursing home care rose

Table 1
Share of Medicaid Recipients and Payments, by Categony, FY1975 and
Percent

FY1989

United States Massachusetts

Recipients            Payments Recipients Payments

Category                   1975 1989 1975 1989 1975 1989 1975 1989

Aged: 16.4 12.4 35.6 32.4 22.3 18.0 42.5 42.8
Categorically needy 13.5 9.3 21.4 18.7 10.9 8.3 8.8 7.6
Medically needy 3.0 3.0 14.2 13.7 11.5 9.6 33.8 35.2

Disabled: 10.7 14.3 24.9 36.8 10.7 16.2 21.4 36.1
Categorically needy 9.3 12.9 19.6 29.2 8.2 13.5 15.1 22.9
Medically needy 1.4 1.4 5.4 7.6 2.5 2.7 6.3 13.1

Blind: .5 .3 .8 .7 1.3 1.4 1.3 2.4
Categorically needy .4 .3 .6 .6 .4 1.4 .4 2.4
Medically needy .1 0 .2 .1 .9 0 .8 0

AFDC Child: 43.6 41.8 17.9 12.1 39.4 36.0 19.2 7.1
Categorically needy 39.8 37.5 15.6 10.3 37.2 31.6 18.0 6.3
Medically needy 3.8 4.3 2.2 1.7 2.2 4.4 1.2 .8

AFDC Adult: 20.6 22.7 16.8 11.8 18.4 21.5 9.0 8.6
Categorically needy 18.9 19.9 15.7 10.4 17.4 17.6 8.4 7.0
Medically needy 1.7 2.8 1.1 1.4 1.0 3.9 .5 1.5

Other 8.2 8.5 4.0 6.3 7.8 7,0 6.7 3.1

Memo:
All Nursing Facilities 6.3 6.8 38.4 40.7 9.7 8.8 46.5 46.8

ICF/Mentally Retarded .3 .6 3.1 12.2 .4 .7 8.1 12.4
All Other 6.0 6.2 35.3 28.5 9.2 8.1 38.4 34.5

Note: ICF = Intermediate Care Facilities,
Source: U.S. Health Care Financing Administration, State Medicaid Data Tables for FY1975 and FY1989,
form 2082.

June 21, 1990. Based on data from HCFA
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slightly in comparison to the total, the growth of
payments to intermediate care facilities for the men-
tally retarded more than accounted for this change.
Massachusetts sho~vs much the same picture: the
elderly declined as a share of recipients, although
total payments to the elderly rose slightly compared
with the total. In Massachusetts, too, expenditures
for nursing homes took a larger share of the total only
because payments for facilities for the mentally re-
tarded rose exceptionally fast.

What explains this surprising outcome, given the
demographic trends? Part of the explanation is that
Social Security and private pensions have succeeded
in reducing poverty among the elderly.6 In 1967 29.5
percent of the aged lived in poverty. In 1988 the
comparable figure was 12.0 percent. Accordingly, a
smaller proportion of the elderly now qualify for SSI
and, thus, for Medicaid. In addition, the medically
needy aged remained a constant share of total Med-
icaid recipients. Many of the medically needy aged
have Medicare coverage for a large share of their
acute care needs and pay for part of their nursing
home expenses out of current Social Security and
private pension income. Support from these other
sources helped to hold the growth of Medicaid pay-
ments per medically needy aged recipient to a below-
average pace over this period.

In addition, the growth in payments for the
elderly was heavily overshadowed by a huge increase
in expenditures for the disabled. As Table 1 shows,
the disabled greatly increased as a share of the
recipient pool, and in particular, as a share of total
Medicaid payments during the 1975-89 period. As
the memo item in Table 1 indicates, much of the
increase in the share of expenditures devoted to the
disabled reflects the jump in payments to intermedi-
ate care facilities for the mentally retarded (ICF/MRs),
already mentioned. This surge followed 1972 legisla-
tion extending Medicaid coverage to services pro-
vided by ICF/MRs that meet federal standards. Med-
icaid coverage for the mentally retarded is almost
completely limited to these (usually large) special
purpose residential institutions. Accordingly, state
governments encouraged their ICF/MRs to upgrade
to meet federal standards. As they did so, the num-
ber of residents who thereby qualified for Medicaid
coverage more than doubled--despite a widespread
exodus from these facilities over this period.

Because press and congressional inquiries un-
covered abuse and neglect in some of the big state
institutions in the early 1960s and because experience
increasingly showed that many mentally retarded

people could lead semi-independent lives if they had
support services in the community, a declining share
of the mentally retarded population remained insti-
tutionalized. However, those that remained tended
to be the most profoundly retarded, those with
multiple disabilities, or those who were "medically
fragile." In addition, rising expectations about what
mentally retarded children could accomplish with
special training and support spilled over into de-
mands for better services within the ICF/MRs as well.

The growth in payments for the
elderly was heavily overshadowed
by a huge increase in expenditures

for the disabled.

Accordingly, the average Medicaid payment per
ICF/MR resident rose almost 16 percent a year over
this period to reach $45,000 in 1989. These big in-
creases in payments for the institutionalized mentally
retarded led to well-above-average increases in pay-
ments per disabled recipient.

More recent legislative and administrative
changes have also expanded the disabled caseload.
For example, in 1986 and 1987, the U.S. Congress
provided Medicaid coverage for individuals with no
permanent address and then required states to make
an effort to ensure that homeless Medicaid beneficia-
ries received Medicaid identity cards. Partly as a
result, the number of disabled Medicaid recipients
rose 19 percent between 1985 and 1989. Most observ-
ers estimate that a majority of the homeless are
mentally ill; yet only 12 percent of the mentally ill
who would be eligible for SSI, and thus Medicaid,
actually receive benefits. In other words, the scope
for expanding coverage appears significant.

Finally, the AIDS epidemic has contributed to
the increased share of Medicaid expenditures ab-
sorbed by the disabled. Between 1981, when the first
U.S. AIDS case was recorded, and 1989, payments for
AIDS patients rose to an estimated 2 percent of the
Medicaid total. Medical expenses for an AIDS patient
typically range from $25,000 to $35,000; however,
Medicaid frequently does not pay for the entire cost
of the illness because many AIDS patients pay for
part of their medical expenses privately--through
insurance or out-of-pocket--until they meet medi-
cally needy eligibility standards.
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Data for 1985 to 1989 undoubtedly provide better
clues about future trends than do figures for the last
15 years. These more recent data suggest, first, that
the effect of the 1972 legislation permitting Medicaid
payments to residents of ICF/MRs has run its course.
The number of recipients in ICF/MRs barely rose
between 1985 and 1989, and payments per recipient
climbed at a greatly reduced (but still above-average)
pace.

In addition, the absolute decline in the number
of elderly Medicaid recipients that was evident be-
tween 1975 and 1985 has continued. Seemingly, thus,
the fall in poverty due to the Social Security program
is still outweighing demographic trends. Whether the
elderly will ever emerge as the driving force behind
growing Medicaid expenditures remains to be seen.
Washington may respond to growing demands for
increased Medicaid coverage for community services
for the mentally retarded and the mentally ill, for

example, by mandating program expansions that will
again swamp the impact of the aging population. In
addition, pessimistic scenarios suggest that AIDS
patients may account for 13 percent of Medicaid
payments by the early 1990s (Congressional Research
Service, 1988, p. 489).

These conclusions do not eliminate the need to
develop a national consensus on how to pay for
long-term care, however. On the contrary, they un-
derscore that need. State governments are already
having a hard time financing their existing Medicaid
obligations--even before the impact of ongoing de-
mographic change kicks in. The success of Social
Security and private pensions in maintaining the
income of retired citizens may just have postponed
the inevitable.

Finding an alternative solution to the long-term
care problem would lift a big burden from the states.
(See BOX for a brief discussion of the social insurance

A Social hzsurance Program for Long-Term Care

One frequently mentioned approach to pay-
ing for long-term care involves establishing a
broad-based social insurance program (like Social
Security and Medicare) to which most citizens
contribute and from which they can draw, as a
matter of right, in case of need. Many analysts
have written on the need for such a social insur-
ance program, and the reader is referred to a
selection of their works listed in the bibliography.
These writers have pointed out that the problem of
providing long-term care is frequently a family
problem spanning the generations, not an aged
problem pitting young against old. They have
emphasized how much of the current weight is
carried by unpaid family members. This "solu-
tion" may be satisfactory from a state or federal
budgetary perspective, but it exacts a price in
terms of the health and productivity of current
workers, particularly working women.

Solving the long-term care problem is beyond
the scope of this article, especially since little
consensus concerning the solution’s basic outline
has yet developed. Although recent administra-
tions have looked to private insurance markets to
provide coverage for the risk of long-term care,
many observers fear these markets may not prove

adequate to the entire task. While a role for private
insurance surely exists, the likelihood of underin-
surance and risk aversion, discussed above, sug-
gests that government intervention may be re-
quired. Because young workers underestimate
their need for long-term care and because adverse
selection among older workers becomes a prob-
lem, private policies are, and are likely to remain,
limited and expensive.

One possible approach would extend Medi-
care to cover a basic package of long-term care
with private Medigap policies covering deduct-
ibles, co-payments and frills. Such a program
could be funded by a payroll tax or from general
revenues. The basic package could include elder
day care, home care, and respite care--not with
the expectation of saving money but to avoid a bias
toward institutionalization. Indeed, the logistics of
delivery and quality control appear to make home
care programs more expensive than nursing home
care. Moreover, since the demand for home care
might soar if third-party payment were available, a
long-term care program should probably require
rigorous case management or significant co-pay-
ments for use of home care benefits (Ball and
Bethel 1989).7
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approach to long-term care.) Depending on the
groups and services covered, removing long-term
care from Medicaid would transfer 30 to 45 percent of
the states’ Medicaid costs. A solution covering cur-
rent services for the elderly (including limited home
health care) would remove one-third of the states’
expenditures. A solution that included the mentally
retarded would eliminate 45 percent of the states’
outlays. In Massachusetts, a social insurance ap-
proach to long-term care would remove more than
half the state’s Medicaid burden. Of course, shifting
burdens does not eliminate costs. In the end, individ-
uals will pay for long-term care--through higher
taxes if the government pays directly, through lower
wages and dividends and higher prices if the govern-
ment subsidizes employment-related fringe benefits,
or (very largely) in out-of-pocket expenditures and
unpaid labor if the current arrangement goes un-
changed. The costs are there. One way or another
society will pay.

Rising Health Care Costs Drive Medicaid Spending

Even if the long-term-care half of the Medicaid
program could be spun off to a social insurance
program or to private insurance markets--and nei-
ther development is likely over the near term--the
states would still be left facing mini budget-busters
whose costs are rising more than twice as fast as state
revenues. Indeed, soaring medical costs have been
the major force driving Medicaid expenditures over
the last 15 years. Total Medicaid payments more than
quadrupled over this period. The total number of
Medicaid recipients grew less than 7 percent. A shift
in the composition of the recipient pool--from AFDC
child to AFDC adult and from aged to disabled, for
instance--contributed very little. Thus, more than 90
percent of the growth in Medicaid expenditures re-
flects the rising cost of U.S. medical care.

Personal health care expenditures grew at an 11
percent annual average pace from 1965 to 1988. Over
this period the CPI and the CPI/medical care rose 6
and 8 percent a year respectively. Clearly, thus, rising
prices provide only part of the explanation for rising
health care expenditures. Indeed, according to a
Health Care Financing Administration breakdown,
the increase in expenditures has three components:
population growth accounted for 10 percent, price
increases for 60 percent, and changes in "intensity"
for 30 percent of the growth in personal health care
expenditures over this period. "Intensity" refers to
the number or kind of services used; hospital costs

provide an example of its impact. Hospital costs per
inpatient day rose 13 percent a year between 1980 and
1986, in part because the number of diagnostic tests,
like ultrasound and CAT scans, rose more than 75
percent on a per capita basis over this period. (Un-
fortunately, the CPI/medical care is itself a highly
flawed measure of "price" change. Problems with the
changing quality and relevance of the items in the
market basket are more acute for the CPI/medical care
than for most price indexes. See Newhouse 1989.)

Although state governments have been very
inventive in trying to devise ways to curb rising
medical costs, they have limited ability to stem this
tide either together or, more particularly, on their
own. State and local governments account for only 10
percent of personal health care expenditures (exclud-
ing insurance premiums and administrative expens-
es). Accordingly, individual state governments have
limited market power. To make matters worse, if
states try to set Medicaid reimbursement schedules
below the going "market" rates, Medicaid recipients
will have problems gaining access to care, as the
whole history of the program demonstrates.

The forces that have been and will be driving
Medicaid expenditures nationally also affect Massa-
chusetts. In particular, the state cannot isolate itself
from national trends in health care costs. In addition,
repeated federal initiatives to expand mandatory
Medicaid coverage and changing concepts of appro-

Soaring medical costs
have been the major

force driving Medicaid
expenditures over the

last 15 years.

priate care for the mentally disabled have swelled
Medicaid spending in Massachusetts as elsewhere.
Although the share of the population aged 65 and
over is slightly higher in Massachusetts than in the
nation (even more so for the population aged 75 and
over), U.S. and Massachusetts demographic trends
are broadly similar. Nevertheless, by most reasonable
measures, Massachusetts’ Medicaid expenditures ap-
pear high. What makes Massachusetts different?
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IV. Medicaid in Massachusetts
Massachusetts’ Medicaid program is widely

known as being exceptionally comprehensive com-
pared to that in other states. The third wealthiest
state in the nation in terms of per capita income, its
policymakers have until recently thought that it could
afford such a program. The Commonwealth sets its
income limits for AFDC and (state-supplemented) SSI
recipients at above-average levels. Massachusetts
also covers most optional groups permitted by the
federal legislation. Accordingly, as Table 2 shows, the
Massachusetts Medicaid program covers an above-
average share of the state’s impoverished population.

Because the federal requirements are expanding

to cover some groups that Massachusetts already
includes, the distinctions between the Common-
wealth and average practice are gradually diminish-
ing, and the impact of broadening federal mandates
may well be less in Massachusetts than in some other
states. Nevertheless, even prior to the October 1990
federal budget package, new federal requirements
were expected to cost Massachusetts $150 million or
one-fourth of the increase in Medicaid expenditures
during FY1991. Requirements in the new budget
package are likely to add an additional $150 million
over a five-year period.

Like 35 other states, Massachusetts offers a med-
ically needy program. However, Massachusetts is
like only 28 other states in offering a medically needy

Table 2
Medicaid Recipients as a Share of the Total Population and as a Share of the Poverty
Population, FY1989
Percent

All Medicaid Recipients Categorically Needy All Medicaid Recipients
as a Share of Total Share of Population as a Share of as a Share of Poverty

States                         Population Living in Povertya Poverty Populationb Populationb

Massachusetts 9.8 8.8 81.1 111.9

Other New England States
Connecticut 7.0 7.2 73.0 97.8
Maine 10.0 11,1 83.2 90.5
New Hampshire 3.3 5.6 46,5 58.1
Rhode Island 10.3 11.2 81.3 92.2
Vermont 9,4 10.2 84.6 92.3

High Technology States
Arizonac c 13.4 c c
California 11,4 13.4 65.2 67.8
Maryland 6.8 8.5 62,1 80.5
North Carolina 7.4 14.0 35.2 53.0
Texas 7.0 16.2 37.2 43.0
Washington’~ 9.0 11.7 77.8 76,7

Industrial States
Illinois 8.9 15,0 47.6 59.6
New Jersey 6,9 9.5 67,8 72.5
New York 12.6 15.2 60.5 82,6
Michigan 12.0 14.4 81,5 83.7
Pennsylvania 9,1 12.4 71.4 73.7

United States Average 9.5 14.0 56.4 67.8

aEstimated for 1985-87.
bAssuming that the poor account for the same share of the total population as in 198,5q~7.
CArizona does nol participate in Medicaid; it has an alternative demonstration program.
dReported Medicaid data not consistent.
Note: Poverty population equals all individuals with incomes below the federal poverty level.
Source: U.S. Health Care Financing Administration, State Medicaid Data Tables, for FY 1989, 1989 data, June 21, 1990. Based on data from HCFA
form 2082 for 1989. University of Wisconsin-Madison, Institute for Research on Poverty, Focus, vol. 11, no. 3 (Fall), 1988. U.S. Bureau of the Census.
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program that includes nursing home care for the
aged. Twenty-one states provide no such coverage,
either because they have no medically needy pro-
gram, or their medically needy program does not
include the aged, or their medically needy program
for the aged does not provide nursing home services.
The distinction between states with and without
medically needy programs for the aged is blurred,
however. Federal law permits states to establish a
special income level to be used only in determining
Medicaid eligibility for individuals living in nursing
homes or in need of (currently very limited) home
and community-based services. This special income
level is capped at 300 percent of the basic SS/ pay-
ment level for an individual (3 x $386 or $1,158 per
month in 1990); thus it is known as the "300-percent
rule." All of the states that have no medically needy
program use this special option to provide Medicaid
coverage for nursing home residents. Over half of
this group of states use the maximum income level
permitted. This income level is sufficiently high to
cover almost half of elderly men and perhaps 80
percent of elderly women (Neuschler 1988). On the
other hand, some states with medically needy pro-
grams limit the number of licensed nursing home
beds as a device for controlling Medicaid payments.

Until recently, Massachusetts was exceptional in
offering all optional services except one (respiratory
care). Until recently, it also required no co-payments
on services like prescription drugs, as many states
do, and it set few limits on the amounts of services
permitted (such as prescriptions per month). During
the last two years, however, the Commonwealth has
curbed its generosity. In 1989 the Budget Control and
Reform Act instituted the use of co-payments for
prescription and over-the-counter drugs and for in-
appropriate use of emergency rooms. The FY1991
budget eliminates coverage of several optional serv-
ices, including some adult dental care, and services
provided by podiatrists, chiropractors, Christian Sci-
ence nurses and sanitoria, and social work interns.
All along, the state has been more active than most in
requiring second surgical opinions and pre-admis-
sion screening for Medicaid recipients entering nurs-
ing homes. It has recently broadened these screening
requirements even further.

From the perspective of the program’s beneficia-
ries and their advocates this relative generosity is
most welcome. Indeed, in 1987 the Public Citizen
Health Research Group ranked the Massachusetts
Medicaid program as the fourth best in the country
(behind that of Minnesota, Wisconsin and New

York). In doing so, however, the Group emphasized
that this ranking reflected the inadequacy of most
states’ Medicaid programs rather than the excellence
of Massachusetts’ offerings. More objectively, per-
haps, the infant mortality rate provides another indi-
cator of a state’s public health status, and one that
may be related to its Medicaid program. According to
this measure,8 Massachusetts has the second lowest
infant mortality rate (after North Dakota) in the
United States. At 8.5 infant deaths per 1,000 live
births in 1986, the Massachusetts rate was equivalent
to that in Spain and West Germany but worse than
that of such countries as Switzerland, Hong Kong
and France. By contrast, the U.S. average (at 10.4)

Table 3
Medicaid Payments per Capita and per
$1,000 of Personal Income, FY1989
Dollars

Total
Medicaid
Payments

States (millions)
Massachusetts $ 2,393
Other New England States

Payments
Per Capita

$404.71

Payments
per $1,000
of Personal

Income
$18.82

Connecticut 1,027 317.02 13.30
Maine 371 303.98 19.41
New Hampshire 183 165.35 8.44
Rhode Island 374 375.18 21.50
Vermont 133 234.50 14.83
High Technology States
Arizonaa a a a
California 5,498 189.18 9.94
Maryland 936 199.47 9.89
North Carolina 1,165 177.23 12.04
Texasb 2,226 130.99 8.76
Washington 962 202.13 12.02
Industrial States
Illinois 2,103 180.42 9.94
New Jerseyc 1,920 248.21 10.83
New York 10,191 567.75 28.61
Michigan 1,954 210.74 12.33
Pennsylvania 2,458 204.16 12.16
United States 54,500 220.08 12.95
aArizona does not padicipate in Medicaid; it has an alternative
demonslration program.
t~State medically needy program not available to aged individuals.
estate medically needy program for aged does not cover nursing
facilities.
Source: U.S. Health Care Financing Administration, State Medicaid
Data Tables for FY1989, June 21, 1990. Based on data from HCFA
form 2082 for 1989; U.S. Bureau of the Census; DRI McGraw/Hill Inc.
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was worse than that of 21 countries, including East
Germany, Italy and Northern Ireland. The same
factors that tend to reduce infant mortality rates also
tend to reduce vision and hearing loss and mental
retardation, conditions that currently afflict 100,000
U.S. newborns each year (The New York Times, Au-
gust 6, 1990). Accordingly, some part of the state’s
Medicaid spending may be a good long-term invest-
ment for Massachusetts’ taxpayers. In the short run,
however, the Massachusetts Medicaid program looks
expensive.

Table 3 displays Medicaid payments per capita
and per $1,000 of personal income for Massachusetts
and the 16 comparison states in FY1989. As the table
shows, Massachusetts’ Medicaid payments per capita
were well above the national average. Among the
comparison states, only New York’s per capita Med-
icaid payments were higher. Even on the basis of
Medicaid payments per $1,000 of personal income,
Massachusetts ranked higher than all comparison
states but New York, Rhode Island and Maine.

Why Are Massachusetts Medicaid Payments per
Capita So High?

Decomposing payments per capita into two
parts, 1) recipients per capita and 2) payments per
recipient, helps to answer this question. To start with

the first relationship, the share of Medicaid recipients
in Massachusetts’ population is just slightly above
the national average as Table 2 showed. But why,
since Massachusetts is a wealthy state with relatively
few low-income residents, is this ratio not below
average?

Table 4 shows the results of an experiment in
which Massachusetts was assumed to have national
demographic characteristics and eligibility criteria.
The experiment involved changing each variable, one
at a time, from the national average to the Massachu-
setts value and then comparing the resulting hypo-
thetical number of Massachusetts’ Medicaid recipi-
ents per capita to the U.S. average. If the variable in
question makes little contribution to explaining why
Massachusetts has more Medicaid recipients per cap-
ita than the nation, the ratio remains close to 1.0.

As the results show, the biggest impact comes
from Massachusetts’ eligibility criteria for the categor-
ically needy. If Massachusetts had national average
demographics but its own eligibility requirements for
families with dependent children, the disabled and
the aged, then the number of Massachusetts’ Medic-
aid recipients per capita would be 36 percent above
the national average.

The next biggest impact comes from reducing the
share of the population living below the poverty level
from the national average to Massachusetts’ relatively
low value. If Massachusetts had its own low share of

Table 4
"’Explaining" the Ratio of Massachusetts to U.S. Medic_aid Recipients per Capita, FY1989

Hypothetical Ratio, il Mass. = U.S. except

Actual Ratio Categorically Poverty Pop./ Medically Needy Aged/ Aged Pop./ Other Med. Needy/
Mass./U.S. Needy/Pov. Pop. Total Pop. Aged Pop. Total Pop. Total Pop.

1.03 1.36 .68 1.06 1.00 1.07

Note: Medicaid recipients per capita was calculated according to the following equation:

Medicaid Recipients Cat. Needy Pov. Pop. Med. Needy Aged Aged Pop. Other Med. Needyx -- +               x          +
Total Population Pov. Pop. Tot. Pop. Aged Pop. Tot. Pop. Total Pop.

= RC

The actual ratio of Massachusetts to U.S. Medicaid recipients per capita equals RCMA/RCus. The hypothetical ratios were
calculated RC~,,/RC,~ except that one variable at a time took on the Massachusetts rather than the U.S. value.

Source: U.S. Bureau of the Census, StatisticalAbstract of the United States, 1990;, U.S. Health Care Financing Administration, "A Statistical Report
on Medicaid: Slale Medicaid Programs" (HCFA 2082), June 1990; University of Wisconsin--Madison, Institute for Research on Poverty, Focus, vol.
11 (Fall 1988).
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indigent people but the national average eligibility
criteria, its ratio of Medicaid recipients to total popu-
lation would be only 68 percent of the national
average. In other words, Massachusetts’ wealth is
playing a crucial role in keeping the number of
Medicaid recipients in check. This result suggests
that a severe or prolonged downturn in the Massa-
chusetts economy could have a big impact in raising
the number of Medicaid recipients per capita. (It
would have a smaller effect on payments per capita,
however, since the group most sensitive to recession,
the AFDC-related, is relatively inexpensive.)

This experiment also suggests that Massachu-
setts’ relatively aged population does not explain the
difference between the U.S. and the state ratios of
Medicaid recipients per capita. However, the state’s
eligibility rules for the medically needy do play a
significant role in increasing the Medicaid caseload.
For example, Massachusetts is one of 31 states that
place no or inconsequential limits on the ability of a
permanently institutionalized Medicaid recipient
with no spouse or dependent children to retain a
home; 18 states have substantial restrictions on home
ownership by permanently institutionalized benefi-
ciaries. (This issue will be discussed in more detail in
the section on asset recovery.) Moreover, because
medically needy recipients tend to be considerably
more expensive than categorically needy recipients, a
slightly above-average share of medically needy re-
cipients translates into substantially higher payments
per capita. Up to now, in other words, Massachu-
setts’ policymakers have chosen to provide medical
care to needy people in expensive categories that
some other states have deliberately opted to exclude.9

The results of this experiment suggest why many
budget analysts advocate tightening Massachusetts’
eligibility requirements for the medically needy or
across the board to bring them in line with the
national average. Massachusetts’ policymakers
could, for instance, choose to reduce the standard of
need used to determine eligibility for AFDC and,
thus, for Medicaid to the U.S. median. (In 1989 the
Massachusetts standard of need for a one-parent
family of three was 65 percent of the federal poverty
level; the U.S. median was 44 percent.) Making such
a change would reduce state Medicaid payments for
AFDC adults--at 1989 benefit levels---by a roughly
estimated $50 million or 2 percent of total Medicaid
payments. 10 Bringing the state’s eligibility criteria for
its medically needy program for the aged to national
average standards might save an approximate $500
million or 20 percent of total Medicaid payments.

Table 5
Medicaid Payments per Recipient, FY1989

Payments per
States Recipient

Massachusetts $4,108

Other New England States
Connecticut 4,501
Maine 3,026
New Hampshire 5,078
Rhode Island 3,633
Vermont 2,489
High Technology States
Arizonaa a
California 1,653
Maryland 2,914
North Carolina 2,390
Texas 1,878
Washington 2,252
Industrial States
Illinois 2,016
New Jersey 3,602
New York 4,522
Michigan 1,749
Pennsylvania 2,232

United States Average 2,318
aArizona does not participate in Medicaid; it has an alternalive
demonstration program.
Source: U.S. Health Care Financing Administration, State Medicaid
Data Tables for FY1989, June 21, 1990. Based on data from HCFA
form 2082 for 1989.

One drawback to this approach, however, is that
states often find that tightening eligibility require-
ments during a cyclical downturn is counterproduc-
tive because they lose the federal matching grant
(recorded on the revenue side of the budget) but still
wind up paying for much of the medical care for the
excluded individuals through state-financed programs.

Payments per Recipient

Table 5 presents the second crucial ratic~pay-
ments per Medicaid recipient--for Massachusetts,
the comparison states and the United States. Massa-
chusetts’ payments per recipient appear very high, 77
percent above the national average. Only Connecti-
cut, New Hampshire and New York have higher
ratios. Nevertheless, it is important to look at the
composition of the recipient population because med-
ical care for an AFDC child costs much less than

38 January/Februa~7 1991 Nezo England Economic Review



medical care for an elderly or disabled nursing home
resident.

As one might expect, payments per recipient rise
by category from AFDC child to AFDC adult, to aged
individual, to the blind and disabled, as Table 6
shows. In addition, payments to a medically needy
recipient generally exceed those to a categorically
needy person in each category. Accordingly, judging
how out of line Massachusetts payments per recipi-
ent really are requires calculating what the Massachu-
setts average payment would have been if the state
had the same recipient mix as the nation but paid
state costs. Such an experiment indicates that 70
percent of the difference between Massachusetts and

Table 6
Medicaid Payments per Recipient by
Category, FY1989

United
States Massachusetts MA!US

Categorically Needy
Aged $ 4,613 $ 3,751 .8
Blind 3,859 7,160 1.9
Disabled 5,183 6,980 1.3
AFDC Child 641 817 1.3
AFDC Adult 1,211 1,639 1.4
Other 1,301 0

Medically Needy
Aged 10,328 14,982 1.5
Blind 16,247 11,804 .7
Disabled 12,002 20,314 1.7
AFDC Child 909 737 .8
AFDC Adult 1,169 1,617 1.4
Other 714 1,821 2.5

Standardized
Recipient 2,318 2,851 1.2

Source: U.S. Health Care Financing Administration, State Medicaid
Data Tables lot FY1989, June 21, 1990. Based on data from HCFA
form 2082.

U.S. payments per recipient reflects composition. In
other words, the state has a very expensive mLx of
Medicaid beneficiaries, with above-average shares of
the aged, the disabled and the medically needy. After
standardizing the recipient pool, Massachusetts pay-
ments per beneficiary were 23 percent above the
national average in 1989. Not only ~vere these stan-
dardized payments high; they were also rising rela-
tively fast. In 1975 Massachusetts cost per standard-
ized recipient was only 19 percent above the national
average.

This remaining difference in costs per standard-
ized recipient reflects both price and intensity of use.
Differences in intensity include, for example, the fact
that the Massachusetts’ Medicaid program covers
services that other states do not. tn other words,
although this standardizing exercise avoids compar-
ing apples with oranges, it still compares Granny
Smiths with Macouns.

More generally, this differential accords with
recently published data indicating that total health
care spending per capita in Massachusetts is cur-
rently 25 percent above the national average--and
the highest in the nation (LewirdICF data published
in Families USA Foundation 1990). Hospital costs per
admission (adjusted for outpatients) at all acute-care
hospitals and at specialized teaching hospitals were
also 24 to 27 percent above the national average in
Massachusetts, according to a recent study (Boston
University School of Public Health 1990).11 The au-
thors of the study attribute Massachusetts’ relatively
high health care costs to its high ratio of patient-care
physicians per capita (37 percent above the U.S.
average and, again, the highest in the country) and to
the "procedure-intensive medical style" practiced in
this state. Clearly, if the cost of Massachusetts health
care is very high, its Medicaid program will be
affected. Medicaid costs cannot be isolated from state
health care costs without creating access problems for
Medicaid beneficiaries.

V. Options for Controlling Medicaid Costs
How can policymakers reduce the cost of the

Medicaid program to the state? They can shift costs
from the public to the private sector, and they can
make the existing program more efficient. From the
perspective of society as a whole, shifting costs does
not eliminate them; reducing unnecessary care does.
Unfortunately, however, the state’s current fiscal
problems may force policymakers to take a narrow
view. Moreover, the suggested dichotomy is not
complete, since shifting costs may eliminate some
unneeded care, and the mechanism for reducing
unneeded care may involve some cost shifts.

The following section will discuss the most fre-
quently mentioned options for cutting state Medicaid
spending according to this scheme. It will start with
those choices that rely on shifting costs by: 1) elim-
inating optional programs and services; and 2) tight-
ening eligibility requirements. The section will then
explore approaches to increasing efficiency/reducing
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waste by: 1) asking the consumer to share the mar-
ginal cost; 2) reducing the return to the provider; and
3) increased use of managed care, a mild form of
rationing.

Shifting Costs to the Private Sector

As the third wealthiest state in the nation in
terms of per capita personal income, Massachusetts
has developed an unusually comprehensive Medic-
aid program. Accordingly, eliminating programs and
services permitted but not required by the federal
government represents one policy option. Indeed,
the "sunset" provisions in the FY1991 Massachusetts
budget legislate this choice on a contingent basis. The
act specifies that if Medicaid expenditures amount to
more than 18.24 percent of total state spending (very
close to its current level) according to certification by
the comptroller within 30 days of the end of the fiscal

year, "any benefits available to recipients of the
medicaid program which are not mandated under
federal law shall be terminated forthwith." Given the
pressures driving Medicaid expenditures nationwide,
the chances of the Massachusetts Medicaid program
exceeding the 18.24 percent limit are substantial.

Eliminating optional programs and services. HCFA
data make it possible to estimate the budgetary
impact of most (but not all) of the state’s optional
programs and services. Column 1 of Table 7 lists the
maximum short-term spending cuts that Massachu-
setts state government could ostensibly achieve by
eliminating each of these programs and ~ervices.
Because the medically needy may use optional serv-
ices, the savings listed under options I and IIA cannot
be added together; they are alternatives. Option IIB
provides a rough estimate of the public sector savings
that might be recorded by ending both the medically
needy program and other optional services.

Table 7
Estimated Impact of Eliminating Massachusetts’ Optional Medicaid Programs and Services,
FY1989

Benefits Eliminated

I. Medically Needy Program Only
Total

Aged
Disabled and Blind
AFDC--Totala

Other

Gross
Optional Savings Net Savings/Total Net Savings/Total

Medicaid Payments Federal Matching Medicaid Spending of State
Eliminated Funds Lost Payments Resources
($ millions) ($ millions) (Percent) (Percent)

(1) (2) (3) (4)

1,286.0 643.0 53.7 6.6
841.8 420.9 35.2 4.3
314.9 157.4 13.1 1.6
55.3 27.6 2.3 .3
74.0 37.0 3.1 .4

II A. Optional Services Only
Total 1,040.7 520.4 43.5 5.4

ICF/MRs 295.9 148.0 12.4 1.5
ICF/Other 427.2 213.6 17.9 2.2
Dental Servicesb 24.4 12.2 1.0 .1
Other Practitionersb 20.3 10.2 .8 .1
Clinic Services 79.4 39.7 3.3 .4
Prescribed Drugsb 115.7 57.8 4.8 .6
Other 77.8 38.9 3.2 .4

II B. Optional Services and Medically Needy Program
Total (estimated) 1,606.7 803.4 67.1

Optional Services for Categorically
Needy (estimated) 320.7 160.4 13.4

all a state chooses to have a medically needy program, federal law requires that the program cover pregnant women and children.
bRecent state legislation has placed some limits on Medicaid coverage of these sewices.
Source: Author’s estimates based on data from HCFA form 2082.

8.3

1.7
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As column 3 shows, a derision to terminate all
optional benefits would reduce Massachusetts’ Med-
icaid expenditures by a dramatic two-thirds--on a
gross basis. Column 2 records these savings net the
resulting loss of federal matching funds (with the
federal share assumed to be 50 percent across the
board). Column 4 shows these net public sector
savings as a share of total state spending of state
resources (total spending less revenue from the fed-
eral government).

As Table 7 indicates, the bulk of these public
sector savings would derive from eliminating the
medically needy program and services provided by
intermediate care facilities. Accordingly, the cost of
these public sector savings would fall largely on the
mentally retarded and on elderly individuals impov-
erished by uninsured medical and long-term care
expenses. These people (and their families) would
face all the costs shown in column 1--whether in the
form of out-of-pocket expenses or medical care for-
gone--while the state would save the amount shown
in column 2.

But what would be the impact of this cutback on
other income support and health care programs
funded by the state? While some institutionalized
individuals could undoubtedly live with their fami-
lies, what would be the cost in terms of family
members’ time, health, income, and thus, tax reve-
nue? The average resident of a long-term care facility
in Massachusetts is a woman in her eighties with
three or four chronic illnesses. One-third are non-
ambulatory. Nationally, roughly one-half of all long-
term care residents have Alzheimer’s disease or a
related disorder. And many of these institutionalized
individuals have no immediate family. If a needy
individual is eliminated from Medicaid eligibility,
where does the cost of his care resurface?

A significant portion would undoubtedly reap-
pear within the Medicaid program itself, since it
seems unlikely that Massachusetts would choose to
be the only state in the nation (among those without
a medically needy program) not using the "300-
percent rule." All states without a medically needy
program use this federal provision to cover nursing
home care for near-poor and middle-income citizens
whose assets have been depleted by institutionaliza-
tion. Where the cost of acute care eliminated from
Medicaid coverage would reemerge is less clear.
Unfortunately, the state does not have the data or the
personnel to trace the connections between various
federal and state-funded income support and health
care programs; thus, some of these questions are

simply unanswerable in the short term. It does seem
clear, however, that much of any increase in uncom-
pensated care would be covered by higher charges to
private patients and, eventually, by higher insurance
premiums.

If Massachusetts policymakers decide that the
current budget crisis requires eliminating the medi-
cally needy program in this state, a grandfather
clause covering existing beneficiaries would greatly
reduce the disruption but also the short-term cost
savings. As an alternative, legislators might choose to
limit long-term care coverage to the most severely
disabled medically needy, those unable to perform
three or four activities of daily living (such as bathing
or eating), for instance.

Ending the state’s medically needy program
would be a most unusual development. Only a
handful of low-income states have ever terminated a
medically needy program, even temporarily, and
never has a state ended a medically needy program
covering long-term care for the elderly.

A much more common method of shifting the
costs of specific benefits away from the Medicaid
program involves setting limits on the use of covered
services (for example, on the number of doctor’s
visits permitted per year). The problem with limits set
by administrative fiat is that they are not very flexible.
Accordingly, they may not be cost effective. For
example, in the early 1980s New Hampshire had set a
limit on Medicaid-covered prescriptions at three per
month. As a result, according to a recent study,
admissions to New Hampshire nursing homes dou-
bled; hospitalization rates also rose, but to a lesser
extent. Doctors admitted patients to these institutions
as a way to obtain required drugs, and because some
individuals’ health actually deteriorated (Winslow
1990). By contrast, the Massachusetts legislature’s
recent decision to eliminate several optional services
from program coverage incorporates some flexibility;
by exception, a doctor may certify that the services
are medically necessary, as might be the case, for
instance, with podiatric services for diabetics.

Oregon’s widely discussed effort to develop a
hierarchy of Medicaid-covered services based on cost/
benefit criteria represents still another experiment in
setting administrative limits. The state’s first attempt
at ranking services resulted in such a bizarre list that
it was sent back to the drawing board. (For example,
since duration of benefit was given a 50 percent
weight, orthodontics preceded treatment for menin-
gitis.) The major problem with setting limits by fiat
will remain, however, regardless of how "reason-
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able" the final list may be. Although the classifica-
tions of service or diagnosis may be very detailed,
medical cost/benefit will always depend on individual
patient circumstances and require individual judg-
ment. Accordingly, Oregon’s efforts to reduce waste,
should they be implemented, are likely to result in a
good deal of cost shifting. (Incidentally, Medicaid
services for the elderly will be exempt from this
cost/benefit analysis in Oregon’s plan.)

Tightening eligibility criteria. Tightening eligibility
criteria to bring them close to national standards
represents an alternative way of shifting public sector
costs to the private sector. (Again, the estimated
savings from tightening eligibility criteria and the
estimated savings from eliminating optional services
are not additive; the policy choices overlap to an
unknown extent.) As already discussed, at current
cost and benefit levels, tightening eligibility require-
ments for the medically needy aged would cut Mas-
sachusetts’ Medicaid spending by 20 percent (gross);
net the loss of federal matching funds, such changes
would save less than 2 percent of the state’s own
resources. One reasonable way to tighten eligibility
criteria for the medically needy aged would be to limit
the time that the home of a permanently institution-
alized (as certified by a doctor) Medicaid recipient
with no spouse, dependent child or, in limited cases,
a sibling living in that home could be considered an
exempt asset. This policy change, akin to a Massa-
chusetts Taxpayers Foundation proposal, could result
in significant public sector savings. It is discussed
more fully in the section on asset recovery.

A less promising route to cutting state Medicaid
expenditures would involve reducing the share of
the state’s impoverished population covered by the
categorically needy program to the national average
level. Such a step might save 12 percent of Medicaid
expenditures on a gross basis and 1 percent of state
resources on a net basis.12 Reducing access to the
categorically needy Medicaid program requires tight-
ening eligibility for AFDC and SSI as well.

But, again, would some poor people denied
eligibility to Medicaid turn to other state programs?
Although many other variables are involved, in states
like Massachusetts and New York, where Medicaid
pays a well-above-average share of all personal health
care costs, "other (non-Medicare) public" funds pay a
below-average share; in states like Texas and North
Carolina, by contrast, Medicaid pays a below-average
and "other public" funds pay an above-average frac-
tion of all health care spending (LewinFICF estimates
in Families USA Foundation 1990).

hnproving Program Efficiency

Whether or not Massachusetts’ policymakers de-
cide to eliminate optional benefits, they will undoubt-
edly want to pursue efforts to improve the efficiency
of the Medicaid program. Without such efforts, even
a pared-down program will most likely continue to
grow considerably faster than state revenue. Unfor-
tunately, the savings that could result from promot-
ing best-practice delivery and reimbursement sys-
tems will be comparatively modest, but they will
cumulate. By contrast, when benefits are cut, the
savings are immediately apparent. It is the costs that
emerge over the long term.

The issue of improving efficiency introduces a
whole set of administrative decisions and proce-
dures-many mundane but nevertheless reflective of
a state’s philosophical approach to Medicaid. These
issues include the need for co-payments, the value of
alternative delivery mechanisms (like health mainte-
nance organizations) and managed care, volume pur-
chasing and estate recovery programs. Just as Mas-
sachusetts has set its eligibility criteria so that
Medicaid covers an above-average share of the im-
poverished population, so the state has also been
exceptionally open-handed in several other adminis-
trative areas. Although the Massachusetts Medicaid

Unfortunately, the savings
that could result from

promoting best-practice
delivery and reimbursement

systems will be comparatively
modest, but they will

cumulate.

program has a reputation for being somewhat inno-
vative, its innovations have generally been geared
more toward broadening access than to controlling
costs.

As mentioned earlier, options for improving ef-
ficiency, given current technology and health needs,
fall into three categories: 1) increasing the marginal
cost to recipients; 2) putting the provider at risk of
paying the marginal cost of care; and 3) rationing
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through increased use of managed care. All across
the country state officials grappling with an ever-
expanding Medicaid program are combining these
methods in a great variety of ways. Dozens of exper-
iments are underway in the 50 state laboratories. A
good many large corporations, stung by rising health
insurance costs, are also becoming involved. They are
experimenting with increased co-payments and de-
ductibles, for example, encouraging the use of pre-
ferred provider organizations (PPOs), even setting up
their own health care delivery systems. All segments
of society are groping toward ways to control medical
costs.

So far, very little consensus exists concerning
what works and what does not, especially since many
current efforts merely shift costs from one group to
another. Today’s promising answer often turns out to
be tomorrow’s disappointment. For example, not too
long ago HMOs were being hailed as a preferred
delivery mechanism. Later it became apparent that
their relatively low costs partially reflected favorable
selection; younger, healttxier people were choosing
HMOs while older, riskier individuals were sticking
with traditional indemnity insurance. Yet subsequent
demonstration programs, wherein individuals were
assigned at random to an HMO or a traditional health
insurance program, suggested that HMOs can deliver
some significant short-term savings in an experimen-
tal setting. Whether HMOs reduce the cost of provid-
ing health care to Medicaid recipients over the long
term has yet to be demonstrated. Moreover, while
HMOs appear to reduce unneeded care and improve
efficiency, they cannot slow the underlying pace of
medical care inflation based on technical change or
demographics.

Despite this rampant agnosticism, a few obser-
vations emerge from all the conflicting evidence and
advice. In the following discussion, the various ad-
ministrative procedures that states can use to affect
costs will be categorized according to whether they
involve raising the marginal cost to the consumer,
raising the marginal cost to the provider, or rationing
tlzrough managed care.

Asking the Consumer to Share the Marginal Cost

As already observed, Medicaid officials face an
inherent conflict between providing access to medical
care to those who cannot afford it and controlling
costs. This conflict is highlighted by the use of co-
payments to limit Medicaid recipients’ use of Medic-
aid services. While increased use of co-payments to

discourage waste by health care consumers generally
makes very good sense, requiring co-payments of
welfare recipients might deter some necessary acute/
preventive care and not prove cost-effective in the
long rum. The budgetary impact of the "nominal"
co-payments permitted by federal law is also likely to
be limited. For instance, if each of the 411,000 Mas-
sachusetts Medicaid recipients who used prescription
drugs in 1989 paid a 50 cent co-payment for one
prescription drug per month (as is required by a
provision in the FY1991 budget later vetoed by the
Governor), the co-payments would make a 0.1 per-
cent dent in Massachusetts’ Medicaid payments.
Moreover, if one-fifth of all purchases of prescription
drugs were deterred by such co-payments, the state’s
Medicaid expenditures would fall by 1 percent in
the immediate term. If essential medications were
forgone, however, co-payments could raise total
Medicaid costs over the longer term. A more prom-
ising alternative to co-payments might be increased
use of managed care, as will be discussed below.

Exceptions to this criticism of co-payments for
Medicaid recipients might include their imposition in
cases of inappropriate use of emergency wards, and
for elective surgery and home/community care--al-
though case management might again be preferable.
One problem with imposing co-payments for "inap-
propriate" use of hospital emergency wards is that in
many poor communities alternative facilities simply
do not exist.

Family contributions. The Massachusetts Budget
Control and Reform Act of 1989 takes another initia-
tive that results in the consumer (or the consumer’s
family) sharing the marginal cost of care. That legis-
lation requires the spouse or children of an elderly
Medicaid recipient living in a long-term care facility to
contribute 2 percent of the monthly Medicaid pay-
ment for that facility to a long-term eldercare trust
fund. Kin with incomes less than three times the
federal poverty level would be exempted. (House 1
contained provision for a 10 percent family contribu-
tion on a sliding scale; it was not included in the
budget as enacted.) Assuming that all 1989 Medicaid
payments to nursing facilities other than those for the
mentally retarded qualified for these co-payments,
the resulting contribution would have amounted to a
maximum 0.7 percent of Massachusetts Medicaid
payments in 1989. Although the legislation is in
accord with a widely valued principle of family re-
sponsibility, only one other state, Idaho, has ever
tried such an approach; it found its program ex-
tremely difficult to administer and abandoned it. The
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Massachusetts Taxpayers Foundation describes this
legislation as unenforceable as written.

Asset recovery. An alternative source of "co-pay-
ments" derives from state efforts to recover assets
from institutionalized beneficiaries or from the es-
tates of elderly deceased Medicaid recipients. The
asset of interest is usually the recipient’s house.
Federal law requires states to exclude a Medicaid
applicant’s primary residence from her assets as she
spends down to medically needy levels. However, if
a state determines that a beneficiary is permanently
institutionalized, it may deem the house a countable
asset and force its sale, so long as the recipient’s
spouse, dependent child (or, in limited cases, a
sibling) does not live in that home. Moreover, under
the same circumstances, federal law permits (but
does not require) states to place liens on a perma-
nently institutionalized Medicaid recipient’s home.
(Although medically needy nursing home residents
may not transfer an asset for less than market value,
federal law does not prevent the spouse remaining in
the community from making such a transfer. In
addition, Medicaid applicants may not have made
such a transfer within the past 30 months. For some
chronic conditions that develop slowly, like Alz-
heimer’s, this look-back period may be too short to
prevent asset shifts. These loopholes permit some
families to shift sizable assets to the next generation
while obtaining Medicaid coverage of current nursing
home costs. These loopholes need to be closed at the
federal level.)

As the Massachusetts Taxpayers Foundation has
pointed out, Massachusetts is one of four states that
place no restriction on an institutionalized Medicaid
recipient’s ownership of a home. Another twenty-
seven states place no time restrictions on an institu-
tionalized recipient’s home ownership as long as the
beneficiary has expressed an intent, usually in writ-
ing, to return to that home. However, five states
require a doctor to determine whether the recipient is
likely to return home and thirteen end the protection
of a home after 6 to 12 months of institutionalization.

Roughly half the states (including Massachu-
setts) make provision for recovering funds from el-
derly recipients’ estates, but only a few, like Oregon
and California, currently have vigorous estate recov-
ery programs. In 1985, however, Massachusetts was
one of the most ambitious states in undertaking
probate recoveries. It ranked fourth out of 21 states in
recoveries as a share of nursing facility payments. In
that year it recovered $4.8 million at a cost of $93,000.
By 1988, however, its recoveries had declined to

about one-third their 1985 level--perhaps because by
the time the federal government took its matching
share, the 1985 effort only yielded the equivalent of
0.2 percent of state Medicaid payments. In Oregon,
by contrast, the 1985 effort yielded 0.8 percent of state
Medicaid payments. Nevertheless, following the
principle that the elderly have a responsibility to
provide for their own long-term care needs before
passing significant assets on to their heirs, this pro-
gram might bear further investigation.

Oregon officials claim that their program is well
understood and accepted, and the potential value of
recoveries would appear to be as great or greater than
the family contribution program just initiated. At the
median price of existing homes in the Northeast in
1985, the $4.8 million collected by the Massachusetts
estate recovery program represented some 50 houses.
(Over 80 percent of the homes owned by the elderly
are free of mortgages.) With over 40,000 Medicaid
recipients living in nursing homes (other than facili-
ties for the mentally retarded) in that year, the
potential yield from estate recovery or lien programs
must have been considerably greater than $4.8 mil-
lion. In other words, placing liens on institutionalized
Medicaid recipients’ homes and exercising them as a
matter of course when permitted seems potentially
more productive than pursuing sometimes reluctant
adult children around the globe.

Reducing the Retunt to the Provider

Any prepaid delivery mechanism or prospective
reimbursement system requires the provider to risk
paying the marginal cost of care. (In this context
"provider" refers to contracting organizations like
HMOs in addition to the institutions and physicians
giving direct care.) An important advantage to HMOs
and similar prepaid provider mechanisms is that they
present strong incentives to minimize unnecessary
care. They also foster efficient delivery. On the other
hand, they may encourage the provider to stint on
quality of care. For this reason it may be useful to let
recipients vote with their feet instead of forcing them
to go to a specific prepaid provider. The Massachu-
setts Budget Control and Reform Act requires the
Department of Public Health to establish an HMO as
a demonstration project and to penalize recipients
within the HMO area if they use other providers.
While it is important in assessing an HMO’s cost
effectiveness to make sure that it is selMng a broad
cross-section of patients, allowing Medicaid recipi-
ents to go to one of several HMOs/PPOs rather than
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requiring a specific organization might facilitate qual-
ity control.

Prospective payments systems for hospitals and
nursing homes (wherein reimbursement rates are set
in advance) also place the provider at risk of paying a
share of marginal costs. Accordingly, they may pro-
vide incentives to avoid expensive patients. For this
reason, best-practice reimbursement systems should
incorporate a set of payment categories instead of
using one flat rate. Examples of payment classes
include the diagnosis-related groupings (DRGs) used
by Medicare for hospitals, the 16 resource utilization
groups (RUGs) used by the State of New York for
nursing homes and the relative value scales (RVSs)
used by a few states for physicians’ services.

Moreover, if Medicaid rates are set below those
for other area patients, Medicaid recipients will have
trouble getting care. Maintaining access has been an
ongoing problem for the Medicaid program all across
the country. For example, Michigan nursing home
operators acknowledged in federal court that they
respond to inadequate Medicaid rates by reducing
the quality of care or curbing access for Medicaid
beneficiaries (Pear 1990). In Massachusetts too, Med-
icaid fees for physicians were sufficiently low in the
mid-1980s that administrators became concerned
about an access problem. For example, in 1986 the
Medicaid maximum payment for an appendectomy
was only 45 percent of the Medicare maximum allow-
able charge in Massachusetts, compared to 61 percent
in the average state. Accordingly, in 1987 the Rate
Setting Commission permitted increases averaging 56
percent over two years to bring rates close to Blue
Cross levels. To maintain access for Medicaid benefi-

If Medicaid rates are set below
those for other area patients,
Medicaid recipients will have

trouble getting care.

ciaries, thus, a best-practice reimbursement system
should probably incorporate an all-payor rate-setting
methodology. In an all-payor system, all t.hird-party
payors--Medicaid, Medicare and private insurance
companies--base their payments on the same rates or
rate-setting methodology.

In addition to maintaining Medicaid access, an-

other advantage to an all-payor system is that it
undoubtedly strengthens the state’s negotiating
power. State governments have recently realized that
although the third-party payment system has weak-
ened market forces, it has not totally destroyed them.
While individual states may have limited bargaining
power, together or with the federal government they
have a good deal of negotiating strength. The grow-
ing surplus of hospital beds and the fierce competi-
tion among various pharmacies and drug companies
suggest that collective action by the states in volume
purchasing and negotiations with providers might
yield results.

Several states have negotiated volume purchases
of optical services, laboratory services, hearing aids,
wheelchairs and oxygen. In addition, a good many
states responded positively to Merck and Glaxo’s
1990 offer of best prices or discounts to all states that
did not bar any of their products from Medicaid
coverage. In the event, the October 1990 federal
budget package overtook these negotiations. The
provision requires the pharmaceutical companies to
give discounts on prescription drugs purchased by
state Medicaid programs and is expected to save state
governments $1.5 billion over five years (Freuden-
heim, November 6, 1990). Whether these savings
materialize remains to be seen because the states may
no longer bar, although they may restrict, Medicaid
payments for some of the drug companies’ most
expensive products.

Massachusetts’ reimbursement system is proba-
bly the weakest part of its Medicaid program. The
details are complicated, with each provider type
governed by a different approach. In summary, how-
ever, the Commonwealth has been relatively slow to
move from a passive, retrospective payment system,
wherein providers billed and Medicaid paid for what-
ever services they had rendered, to a prospective
system with pre-established rates. Nursing homes,
for example, are currently in the midst of moving to a
prospective system, with one-half changing in
FY1990 and the rest in FY1991. Moreover, while the
reimbursement system used for nursing homes now
distinguishes between 11 categories of care, the Med-
icaid hospital system does not use the diagnosis-
related groupings (DRGs) that many states and Medi-
care have found useful. Massachusetts physicians
have always been reimbursed according to an admin-
istered fee-for-service schedule; the state does not use
RVSs. In addition, although Massachusetts pio-
neered an all-payor system for the acute-care hospi-
tals, it now operates on an all-payor-except-Medicare
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basis. It did not seek a waiver of the federal require-
ment that Medicare use DRGs.

Currently, the state also budgets institution-spe-
cific rates for hospitals and nursing homes rather
than setting a flat rate across the board. The Senate
Ways and Means Committee is recommending that
the Rate Setting Commission move toward a norma-
tive standard rather than a provider-specific method-
ology "to simulate the effects of a competitive mar-
ket." While the Ways and Means Committee is
probably correct in expecting a flat rate to be more
effective in curbing costs, uniform rates tend to
penalize institutions offering high-quality care. The
conflict continues ....

As for volume purchasing, in late 1987 Massa-
chusetts was one of 16 states negotiating bulk pur-
chases of optical supplies, but it was not quick to
pursue such initiatives in other areas. It was also not
quick to accept Merck and Glaxo’s bargain--with
reason, because opening the state’s list of Medicaid-
approved drugs to all expensive new products could
have more than offset the proffered discounts. Under
the new federal legislation, the state may require
physicians to justify their use of these expensive
drugs.

The Massachusetts legislature is encouraging
state Medicaid officials to use their new-found nego-
tiating strength more broadly. These officials may
find themselves in a reasonably strong position vis-
h-vis local providers because the state has above-
average numbers of physicians, hospital beds and
nursing home beds in relation to its population (or
nursing home beds in relation to its elderly
population). 13

Managed Care

Managed care represents a flexible form of ra-
tioning that stands a chance of reducing waste more
and transferring costs less than does rationing by
administrative list or limit. Managed care systems
could include screening, second opinions and peer
review, in addition to contracts ~vith managed care
providers, such as HMOs or individual physicians
who oversee patient care on a fee-for-service basis.
On the other hand, althougl~ a currently popular
concept, managed care is not a panacea. It may
reduce waste, but it will not slow technological or
demographic change. Its administration also requires
resources.

Nevertheless, the scope for reducing waste by
such methods appears substantial. For example, the

World Health Organization has pointed out that
"there is no justification for any region to have a rate
(of Caesarean sections) higher than 10 to 15 percent"
(Terris 1990). Yet in the United States the rate is over
25 percent. Other surgical procedures that appear to
be greatly over-used in this country include tonsillec-
tomies, hysterectomies, and, arguably, bypass sur-
gery. Utilization of these procedures varies greatly
across the states and even from one side of town to
another. Given Massachusetts’ high-cost and "proce-
dure-intensive" medical care, it is likely that its
utilization rates are on the high side.

One advantage to managed care is that some
consumers might welcome it. Given the pain and
inconvenience involved, no one wants to face unnec-
essary procedures even at little or no financial cost.
Accordingly, consumers might embrace case man-
agement or second opinions as ways of obtaining
objective advice on the most effective course of ac-
tion. In other words, managed care could help reduce
an important source of market failure that discour-
ages efficient medical care--the dearth of well-in-
formed and rational consumers. While doctors may
resent case-by-case "peer" reviews, especially by
non-physicians, perhaps they would not object to a
periodic report on the rate at which they perform
certain procedures compared to the regional, na-
tional, and "best practice" standards. Perhaps similar
lists showing the rate at which hospitals perform
certain procedures, their charges, and their mortality
rates could be made available to the public. Patients
may not be interested in cost; they are certainly
interested in benefit.

Massachusetts introduced managed care on a
limited basis early on, and with recent legislation, it is
moving even more aggressively in that direction.
Indeed, the budget for FY1991 requires that all Med-
icaid recipients be enrolled in some type of managed
care program by the beginning of 1992. While an
increased emphasis on managed care seems entirely
appropriate, this particular initiative is very ambi-
tious and, unfortunately, includes no provision for
evaluation.

The Massachusetts appropriations act of FY1991
contains an example of a peer review program that
emphasizes education as well as immediate cost
control and should benefit the Medicaid recipient as
well as the Massachusetts taxpayer. The legislation
establishes a drug utilization review to identify and
remedy underutilization as well as overutilization of
prescription drugs, prescribing and dispensing pat-
terns inconsistent with norms, acceptable medical
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practice or program regulation, and risks of patient
harm from drug therapy failure, adverse reactions or
contraindicated drug use. The program is also re-
quired to identify trends in drug utilization in insti-
tutional care settings (are certain nursing homes
oversedating their residents?) and to assess the ef-
fects of new drugs on therapeutic efficacy as well as
program costs.

Another section of the same act requires a study
of the top 1,000 recipients and providers of Medicaid
services in order to identify patterns of inappropriate
and inefficient use. Like the drug utilization review,
this study could be used as the basis for a peer review
and consumer education program.

Governments at all levels, here and abroad, are
grappling with the problem of controlling health care
costs. Agreement about what methods work best is
limited but growing. Under these circumstances,
Massachusetts must proceed, but proceed cautiously,
with its own carefully evaluated experiments--with
the beneficiaries assigned at random to the experi-
mental program or to a control group. Other states’
experiences also warrant serious review. Accord-
ingly, the establishment of several study commis-
sions-on health agency consolidation, the adminis-
trative needs of the Medicaid program, benefits and
long-term care eligibility reform--as required by the
appropriations act is fully appropriate. By contrast,
other provisions of the same act appear self-contra-
dictory, redundant, and hasty. Changes made just
for the sake of "doing something about Medicaid" are
unlikely to prove very effective.

VI. Conclusions
As this chapter has pointed out, financing Med-

icaid has become a serious problem for all state
governments. In Massachusetts, as elsewhere, Med-
icaid is the single largest and one of the fastest-
growing programs in the state budget. Soaring na-
tional health care costs account for most of the
program’s explosive growth. By contrast, and con-
trary to widespread opinion, the aging of the coun-
try’s population and the growing need for expensive
long-term care have not been the primary forces
driving Medicaid spending over the last 15 years. The
success of Social Security and private pensions in
reducing poverty among the elderly has offset and
postponed the likely impact of changing demograph-
ics on the Medicaid program. With the states facing
sizable difficulties in funding Medicaid even now,

this conclusion merely underscores the nation’s need
to address the issue of paying for long-term care.

While Massachusetts has plenty of company in
its Medicaid miseries, the state’s Medicaid expendi-
tures still look high compared to its population and
its income. These above-average expenditures reflect
the state’s relatively generous eligibility criteria, its
comprehensive benefits, and Massachusetts’ rela-
tively high health care costs. Massachusetts’ categor-
ically needy program covers 81 percent of its indigent
population compared with 56 percent for the nation.
Its medically needy program covers an above-average
share of the elderly population as well. Whether this
coverage is overly generous or barely adequate is a
political question that is likely to become increasingly
audible if the current economic downturn continues.
Until recently, a relatively strong economy and low
unemployment rate have offset Massachusetts’ rela-
tively generous eligibility criteria, thus keeping the
state’s ratio of Medicaid recipients to total population
close to the national average. Should the downturn
continue, however, the balance may tip, with adverse
consequences for the state budget.

Massachusetts’ Medicaid payments per recipient
are also well above average--77 percent above aver-
age in FY1989. Much of this difference disappears
when the composition of the state’s recipient pool is
taken into account; however, even after adjusting for
composition, Massachusetts’ payments per recipient
were 23 percent above the national average. This
difference reflects the comprehensive nature of the
services and programs covered by Medicaid in Mas-
sachusetts. It also reflects Massachusetts’ well-above-
average health care costs.

How can Massachusetts control its Medicaid
spending? Policymakers face two choices. They can
shift costs to the private sector by reducing benefits
permitted but not required by the federal govern-
ment, and they can make the existing program more
efficient. Paring the program back to mandatory
levels represents the most Draconian policy choice
and sets the ceiling for potential public sector sav-
ings. Eliminating all optional benefits could cut Mas-
sachusetts’ Medicaid spending by roughly two-thirds
in the immediate term. The great bulk of these public
sector savings would stem from terminating the med-
ically needy program or coverage of long-term care
provided by the ICFs. Such an action would be
unique in the annals of Medicaid history and would
concentrate large financial, medical, and emotional
costs on elderly and mentally retarded individuals
(and their families if they exist). The state govern-

Januany/February 1991 Nezo England Economic Review 47



ment’s savings would be smaller on a net than on a
gross basis because of the loss of federal reimburse-
ments. Moreover, in time, some fraction of these
"savings" would undoubtedly resurface within Med-
icaid or in other income support and health care
programs fully funded by the state. Unfortunately,
the state does not have the information it needs to
trace the links between various state and federal
support programs and, thus, to make well-informed
decisions. Finally, the share of the public sector
"savings" that resulted in additional uncompensated
care would largely be paid by the private sector
through higher medical and health insurance bills.

If Massachusetts policymakers determine that a
drastic restructuring of the state’s Medicaid program
is unwise, they must turn their attention to the less
dramatic but crucially important issue of reducing
inefficiencies in the health care system. Indeed, they
must turn their attention to this problem in any event
lest the mandatory portion of the Medicaid program
continue to mushroom at budget-buster rates. How-
ever, because Medicaid operates as part of the state’s
high-cost health care system, it cannot be reformed in
isolation. Achieving ongoing savings within Medic-
aid requires curbing cost increases throughout the
entire health care system.

All sectors of society are groping for ways to limit

rising health care costs, and little consensus concern-
ing the best approach exists. Nevertheless, other
states’ experiments provide a few useful guideposts.
For example, prospective, all-payor reimbursement
systems with sufficient payment categories show
some promise of slowing the rise in health care costs.
Increased use of managed care may yield results as
well. Similarly, a more promising alternative to Mas-
sachusetts’ current efforts to force the families of
elderly nursing home recipients to share the costs of
their care might be a reinvigorated estate recovery or
lien program. Nevertheless, any efforts to e~periment
with "best-practice" reimbursement and delivery sys-
tems need to be designed and financed to permit
careful evaluation.

All in all, many of the changes in the Massachu-
setts Medicaid program embodied in recent legisla-
tion seem to be steps in the right direction. In
particular, the increased emphasis on managed care,
peer reviews, negotiated prices, and study commis-
sions appears appropriate. Other reforms, such as
the sunset provisions for optional benefits, seem
more problematic. Measures taken in haste without
careful evaluation could prove medically disastrous
for some Massachusetts citizens and fiscally unpro-
ductive for the state.

Note: The author would like to thank the following individu-
als for their very helpful comments: Robert M. Ball, former
Commissioner of Social Security; Jay Greenberg of the Long-Term
Care Group; Jerome H. Grossman, M.D., the New England Med-
ical Center; Joseph P. Newhouse of the Division of Health Policy
Research and Education at Harvard University; Dorothy Puhy,
New England Medical Center; Phyllis Torda, Families USA Foun-
dation; and Joshua M. Weiner of The Brookings Institution.

1 These projections were made before the October 1990
federal budget package required states to broaden their Medicaid
coverage for poor children and the elderly. These federal mandates
could raise Massachusetts’ Medicaid expenditures by an additional
6 percent (from FY 1989 levels) over a five-year period. Federal
legislators anticipate, however, that most of the costs of program
expansion will be offset by another provision in the budget
package~a requirement that pharmaceutical companies provide
discounts on prescription drugs purchased by Medicaid.

2 Currently, states must provide Medicaid sen, ices to poor
children under six. The age limit will rise by one year annually for
the next 13 years.

3 One such group includes pregnant women and infants to
age one whose family income falls below 185 percent of the federal
poverty level.

4 Throughout this article, Massachusetts is compared with a
group of 16 similar states. The group includes the other New
England states, six high technology states (Arizona, California,
Maryland, North Carolina, Texas and Washington) and five ma-
ture industrial states (Illinois, New Jersey, New York, Michigan
and Pennsylvania).

s Out-of-pocket private pay covered 48 percent and private

insurance a mere 1 percent. The balance was covered by the
Veterans Administration and state and local government public
health expenditures.

6 In addition, individuals who originally qualify for Medicaid
as disabled sometimes retain that designation after they become
aged.

7 Until recently, states had to apply for waivers to offer
Medicaid coverage for home care. The October 1990 federal budget
package gave states the option of providing Medicaid coverage of
home care for frail or immobile elderly citizens. Federal contribu-
tions are capped at $580 million over a five-year period (Bacon
1990).

8 Not adjusted for racial mix. Black infant mortality is well
above average.

9 The price tag associated with some of these choices will be
discussed further in the section on rationing.

10 Since federal legislation is extending Medicaid coverage to
all children from families with income below the federal poverty
level, any similar cuts in numbers of eligible AFDC children would
be short-lived.

11 Critics of these results believe that the authors did not
adjust adequately for special factors such as the amount of research
performed in Ivlassachusetts hospitals or the number of out-of-
state (and, thus, presumably seriously ill) patients.

12 This estimate excludes AFDC children from the assumed
policy change because of recent federal legislation broadening
required coverage of poor children.

13 The Massachusetts ratio of nursing home beds to its elderly
population fell from well above to just slightly above the national
average between 1976 and 1987.
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